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A National Audit Office report has recommended Customs and Excise should 
publish broad guidance on its approach to VAT avoidance. Customs has 
prepared the attached draft on how such guidance might look if written along 
the lines suggested by the National Audit Office, and we are now inviting 
comment. 

The report, "HM Customs and Excise; Countering VAT Avoidance" was 
published on 23 October 1992. 

It suggests guidance should be in the form of a policy statement which would 
detail the hallmarks of the avoidance practices, following those suggested by the 
Institute of Taxation in its submission to the NAO, without producing a rigid 
definition of VAT avoidance. 

Available by subscription from the Central Office of Information, 
Room 236, Hercules House, Hercules Road, London SE1 7DU. 
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The guidance should also explain the factors considered by the Commissioners 
of Customs and Excise in deciding whether to challenge an avoidance scheme 
and give examples of avoidance schemes which have been or may be countered. 
It would also refer to other Departmental publications explaining Customs' view 
on how traders are meant to arrange their affairs in order to comply with the 
law. 

The Public Accounts Committee's report "Countering VAT Avoidance" 

(HC 330), published on 22 April 1993, offered a guarded welcome to this 
approach. The Committee commented 

"We recognise that this [the production of guidance] could be of 
considerable value to traders and their advisers, providing them with clearer 
information on the Department's approach and thus helping them to organise 
their affairs to best effect. It will be important, however, to ensure that the 
guidance does not appear to have the force of law or should in any way appear 
to threaten. We emphasise that traders should not be discouraged from 
pursuing actions which are permissible under existing legislation, and that it is 
for the courts and ultimately Parliament to decide on the acceptability of 
particular avoidance schemes". 

This reservation reflects concerns expressed by some trade representatives and 
professional bodies that guidance could effectively bully traders into accepting 
Customs' decisions. 

Customs have therefore decided to consult widely with all interested parties to 
establish whether guidance of this kind is wanted and if so what form it should 
take. To focus views on this second question Customs have prepared the 
attached draft of what guidance might look if written along the lines suggested 
by the NAO. 
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Comments and views should be sent to, VAC3, HM Customs and Excise, 4W 
New King's Beam House, 22 Upper Ground, London SEl 9PJ, by 31 August 
1993. 



VAT AVOIDANCE 

THE GENERAL APPROACH OF HM CUSTOMS AN EXCISE 
(A draft of possible future guidance to promote discussion) 
Background 

The National Audit Office (NAO) report HM Customs & Excise : Countering 
VAT Avoidance" said that HM Customs & Excise should publish guidance on 
its approach to VAT avoidance. 

The NAO recommended that, as part of Customs' obligations under the 
Taxpayer's Charter, this guidance should include its view of what constitutes 
unacceptable avoidance, how it differs from tax mitigation, and its general 
approach to the issues involved. The Public Accounts Committee gave a 
qualified welcome to this proposal. 

This Business brief provides such guidance. Its annex lists the main areas where 
VAT avoidance may occur, and the technical guidance published by Customs 
giving its view of the correct treatment of these areas. 

Introduction 

Taxpayers have the right to arrange their affairs so as to minimise their tax 
liability under the law. The Commissioners of HM Customs & Excise however, 
have a statutory duty of care and management which requires them to protect 
the integrity of the VAT system; this includes challenging transactions arranged 
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in such a way as to undermine the intention of the law (as they perceive it), and 
so attack the tax base. 

If unchecked, large scale avoidance would erode Government revenue and 
create distortions in competition in the marketplace: Customs is committed to 
maintaining an equitable tax under the Taxpayer's Charter. 

This document sets out what Customs regards as the hallmarks of VAT 
avoidance, when the Department is likely to wish to take action, and what that 
course of action might be. 

Of course, it is ultimately for the independent VAT Tribunals and the Courts 
to decide 

whether any particular set of VAT planning arrangements are legal 
Hallmarks of VAT Avoidance 

The Public Accounts Committee accepted that it would not be appropriate to 
produce any rigid definition of VAT avoidance. 

The Institute of Taxation, in response to the questions posed by the NAO, has 
suggested that there may be certain characteristics of tax planning which are 
indicative of tax avoidance. These would be arrangements which:- 

(a) are by their nature designed to avoid or 

reduce liability to the tax; 

(b) are brought into existence solely with that end in mind and not with 

a view to achieving some other commercial purpose of the 
business, even though they might be carried out in an overall 
commercial context; and 
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(c) can be recognised (even if not described in advance) as outside the 
broad intention of the legislation. 

Departmental Action 

If the Department decides to counter VAT avoidance, it has two courses of 
action. It can;- 

(a) where the Commissioners dispute an interpretation of the law, issue 
an assessment for the VAT which has been avoided by an individual 
business; or 

(b) where the Commissioners accept that the present legislation 
facilitates avoidance, propose legislative counter-measures, either under 
its own powers to make regulations or by advising Ministers to propose 
a change in primary legislation . 

Criteria for Issuing an Assessment 

Under the Value Added Tax Act 1983, assessments have to be made to 
Customs' best judgement, and can only be issued where the Commissioners are 
advised that their interpretation of the law is correct. Businesses then have the 
right to appeal to the VAT Tribunal or Courts. 

In some cases, when, having made every other effort to establish the legal 
position, the Department accepts that a point of law is unclear, it may, after 
consultation with the business involved, issue an assessment so that the point 
can be tested before the VAT tribunals or the Courts. In such cases, the 
Department may waive the normal requirement for the assessment to be paid 
before the appeal is heard, and can meet the whole, or part, of the costs. 
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In deciding whether to raise an assessment, the Commissioners will take the 
following criteria into consideration;- 

The strength of Customs' case The probability of a VAT Tribunal and 
the Courts upholding Customs' interpretation of the law. 

Equity. The Commissioners are committed to maintaining the VAT 
system in such a way that the VAT burden falls equally on all similar 
businesses operating in similar circumstances; the Department therefore 
needs to consider whether an avoidance scheme, if unchecked, would 
distort competition in the marketplace. 

Revenue involved. The actual amount of VAT in dispute. 

Artificial Separation of Business Activities 

Generally, Customs have no wish to interfere unnecessarily with an individual's 
right to trade in whichever capacity is chosen. However, where a business is 
artificially separated into independent parts in order to avoid a liability to 
register for VAT, and Customs are satisfied that this is the case, they may direct 
that all the persons involved register and account for tax as a single person. 

Criteria for Proposing Legislative Counter-Measures 

If Customs believe that a particular avoidance scheme cannot be checked 
through issuing individual assessments (or that the scheme in any case demands 
a change in legislation), the Commissioners may advise Treasury Ministers to 
bring forward legislative proposals. 

Before proposing legislative counter-measures, the Department will consider 
these criteria;- 
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Potential Re\^enue Involved. The long-term effect on the tax base of 
allowing an avoidance scheme to continue unchecked. 

Degree of Contrivance. How far the avoidance scheme deviates from 
normal commercial practice, from the intention of the UK law (as the 
Commissioners interpret it), and from the principles of VAT set out in 
EC Directives. 

Equity. (As above.) 

Compliance costs and simplification. The Department will consider 
the effects of a legislative change on the compliance costs of all 
registered businesses effected. 

Among other policy considerations, the Department gives great weight 
to keeping VAT as simple as possible. 



Customs' policy is to try to counter those arrangements which bear the 
hallmarks of avoidance, and which, in the light of the criteria given above, 
it considers to be unacceptable. 

However, in doing so the Department will continue to attach great weight 
to keeping the tax simple, and to minimising the compliance costs of 
businesses; counter-action against avoidance which may increase 
compliance costs will therefore only be taken if it considers the integrity of 
the VAT system to be seriously compromised. 

This statement and all of the guidance accompanying it are administrative 
guidelines and do not have legal force; they do not in any way restrict the 
right of traders to challenge any assessment or other decision before the 
VAT tribunals or the Courts. 
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ANNEX 



TYPES OF VAT AVOIDANCE 

Traders generally arrange their tax affairs to secure the maximum tax advantage. 
This may be through: 

a) increased recovery of input tax; 

b) reduced liability to output tax; or 

c) improved cash flow . 

Over the years, within these broad categories, Customs has encountered a 
variety of different schemes. These arrangements have mainly fallen under the 
following headings:- 

REGISTRATION : By 1986 the practice of disaggregation (the artificial 
fragmentation of business to avoid registration for VAT) had become 
widespread and was costing the Exchequer substantial amounts of VAT a year. 
Schedule 1 to the VAT Act was therefore amended to enable Customs to direct 
that persons carrying on the constituent parts of an artificially separated 
business register and account for tax as a single taxable person. 

Customs and Excise Notice 700, paragraph 1 1 gives guidance on registration 
and disaggregation. 

PARTIAL EXEMPTION : Traders incurring input tax which relates to 
exempt supplies are partly exempt. As a result of this they may not be able to 
reclaim all the input tax they incur. 

The 1987 Finance Act made provision to close a number of partial exemption 
loopholes, and more changes were made to the VAT regulations in 1992 to 
reduce the revenue at risk in this area. 
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Customs and Excise Notice 706 explains which traders are affected by partial 
exemption, and gives guidance on how they should calculate their input tax. 

TAX POINTS AND VAT PAYMENT PERIODS : Some traders can obtain 
a cash flow advantage by altering tax points or their payment period. 

Customs and Excise Notice 700 (The VAT Guide) explains the rules for 
working out the date of the supply of goods or services (the tax point) and the 
date on which tax is due to be paid or repaid (the VAT payment period). 

LAND AND PROPERTY : In April 1989 certain building and land 
transactions which had previously been zero-rated became standard-rated, while 
others became exempt. In addition, from August 1989 traders have been able to 
exercise an "option to tax" (i.e. waive exemption and tax at the standard rate all 
supplies they make of specific buildings and land and as a result be entitled to 
input tax deduction). A self supply charge on buildings was also introduced. 
Though still early to draw firm conclusions. Customs is concerned that new 
avoidance schemes are already being marketed to exploit loopholes in this area. 

These changes (introduced in the 1989 Finance Act and the VAT [Buildings and 
Land] Order 1991) are explained in Customs and Excise Notice 742 A (which is 
intended for developers and explains how VAT applies to newly-constructed 
buildings), Notice 724B (which is intended for landlords and explains how VAT 
applies to transactions in land and existing buildings) and Notice 742C, which 
explains the VAT law in this area. 

MIXED SUPPLIES : Customs regard some goods and services when supplied 
together as a single indivisible supply to be treated as standard rated, even 
though certain elements, if supplied separately, would be zero-rated or exempt. 
Recently this view has been challenged by traders seeking to divide such 
supplies into zero or exempt component parts and thereby reduce their tax 
liability. Customs will challenge such arrangements where they believe there is 
one indivisible supply. 
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Even where Customs accept mixed supplies are divisible, traders may attempt to 
attribute a higher value to the exempt or zero element; Customs will challenge 
valuations which they believe to be erroneous. 

Customs and Excise Notice 700 paragraph 17 gives guidance on what the 
Department considers to be the correct treatment of mixed supplies. 

NON-BUSINESS USE : Registered traders may only recover as input tax the 
VAT charged on items purchased in the course of their business. 

Legislation has been introduced in this year's Finance Bill to bring more 
objectivity into the test for input tax in respect of luxuries, amusements and 
entertainment, which are the areas of greatest concern. 

Customs and Excise Notice 700 paragraph 39 and Appendix J explain Customs' 
view of how to treat input tax attributable to non-business use. 



ISSUED BY: HM CUSTOMS AND EXCISE PRESS OFFICE 

NEW KING’S BEAM HOUSE 
22 UPPER GROUND 
LONDON SEl 9PJ 

TELEPHONE NO: 071 865 5468/5469/5470/5471. 
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